
MEMORANDUM AND ORD ER ON TRUSTE E'S OBJEC TION TO  CLAIM  OF THE
INTERNAL REVENUE SERVICE

In the U nited States Bankruptcy C ourt

for the

S outhern D istr ict of G eorg ia
S avannah D ivis ion

In the matter of: )
) Chapter 7 Case

E. L. MOBLEY, INC. )
) Number 87-41149

Debtor )

MEMORANDUM AND ORDER ON TRUSTEE'S OBJECTION

TO CLAIM OF THE INTERNAL REVENUE SERVICE

This matter comes be fore the Co urt on the C hapter 7 T rustee's objectio n to

claim number 17, filed by the Internal Revenue Service ("IRS") in Debtor's Chapter 7 case.

Based upon the parties' briefs, the record in the file and applicable authorities, I make the

following Findings of Fact and Conclusions of Law.

FINDINGS OF FACT

Deb tor's  case was  initiated as an in voluntary Chapter 7 proceeding

December 2, 1987.  D ebtor had p reviously been  in a Chapter 11 proceeding which resulted

in a con firmed C hapter 1 1 plan.  
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Trustee 's administ ration of D ebto r's estate has been delayed due to the fact

that many of the Debtor's business records were seized by the United States Customs Service

in its criminal investigation of Debtor and its principa l, Mr. E.L. M obley ("Mo bley").  Said

records were held for a lengthy period of time prior to being turned over to the Trustee.

According to the record in this case, the Trustee sought approval on September 1, 1992, for

payment of the sum of $1,935.91  to Lucas M oving and  Storage w hich corresponded  roughly

with the date the Debtor's voluminous files and business records were turned over to the

Trustee, having previously been held in  storage  at the behest of th e Custo ms Serv ice.  

As the case w as administered, the Trustee filed an adversary proceeding

against one C laude P . Brow n and F irst Unio n International T ranspo rtation Services , Inc.,

seeking to set aside allegedly preferential transfers by the Debtor to Brown in the amount

of $181,3 42.49.  On A ugust 16 , 1990, thi s Court is sued  a notice o f the  Trustee 's Application

to Approve a Compromise and Settlement of that ad versary w hich rec ited that "Trustee . .

. will acknowledge a right of set off by Brown against the above-stated sum in the amount

of $48,513.48 for funds advanced by Brown for the benefit of the estate and for present

consideration leaving a balance due the estate from Brown of $132,829.01."  The notice

issued by the Court established September 5, 1990, as the deadline for any creditor or pa rty

in interest to object in writing to the terms of the settlement and scheduled a hearing for

September 20, 1990, at 11:00 a.m., to consider approval of the application.  The matter was

heard pursuant to notice, and by order dated September 22, 1990, and filed September 24,
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1990, this Court approved the compromise and settlement along the terms outlined in the

notice.  The terms of the sett lement permitted Mr. Brown to retire his indebtedness to the

estate at a rate of $1,000.00 per month for six months increasing thereafter to $3,000.00 per

month  until the  entire pr incipal amount , togethe r with in terest, was paid  in full.  

The set off which the Trus tee agreed  Mr. Bro wn wa s entitled to assert as

against the voidable preference action was evidenced by three checks, all dated September

10, 1987, payable  on Mr. Brown's investment account at The Citizens and Southern National

Bank in the aggregate amoun t of $48 ,513.48 .  Those checks  were attached  to the Tru stee 's

objection as Exhibit  "C-3(a)" and w ere payable respectively to the Internal Revenue Service

in the amount of $26,823.22 (Check # 3171), the Georgia Department of Revenue in the

amount of $3,082.00 (Check # 3172) and the Georgia Ports Autho rity in the amount of

$18,608.26 (Check # 3177).  Those checks represented the proceeds of a loan made by Mr.

Brown to E. L. Mobley, Inc., evidenced by a Demand Promissory Note dated September 10,

1987, attached to the Trustee's Objection as Exhibit "C-4."  

Check number 3171, payable to  the Internal Revenue Service in the amount

of $26,823.22, bore the notation "to be applied to A/C 58-1094374 only as shown above to

tax bal only ."  See Exhibit C-3(a).   A/C 58-1094374 was the federal tax account number for

Debtor.  On the upper lefthand margin of the check, the following notations appeared

indicating the  type  of tax l iab ility, the quarter and year from which they originated and the
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amounts to be applied from the proceeds of the check to each obligation:

941 1Q '83 $7,053.26

941 2Q '83 $7,484.18

941 3Q '83 $3,460.54

941 4Q '83 $996.84

940 1983 $3.76

941 1Q '84 $7,600.44

941 4Q '84 $115.00

940 1985 $109.20

See Exhibit C-3(a ).

The evidence is uncon tradicted  that James H. Sams, Jr.,  a revenue officer

with the Internal Revenue Service, was charged with the responsibility of collec ting certain

accounts on which Mobley, or the Debtor, was obligated.  He testified that he was

responsible  for collecting an obligation of Mobley which represented Mobley's so-called one

hundred percent penalty arising as a result of his being a responsible officer when E. L.

Mo bley, Inc. failed to remit trust-fund taxes to the Internal Revenue Service.  Sams was also

attempting to collect obligations owed by First City G roup, L td., which he understood was

a holding company which owned a number of Mobley-related corporations including

Advance Transport, Savann ah Fast Freight, and D ebtor.  Sams was also  aware that M obley's

individual taxes were in a delinquent status but they had not been assigned to him for

collectio n.  
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On or about September 17, 1987 , Mobley paid a visit to M r. Sams in his

office and hand delivered a letter dated September 16, 1987, on the letterhead of Debtor,

reciting that he was delivering check num ber 3171  in the amou nt of $26,823.22 in  payment

of all outstanding taxes du e on account o f Debto r.  See Exhibit C-2.  The letter listed types

of taxes, periods and amounts for which Mobley was seeking credit by virtue of delivery of

the check.  Mobley requested that Sams sign an acknowledgment that he had received the

letter, but Sams refused because the check was not attached or tendered to him.  Sams

testified that he was unwilling to sign the letter unless the check was actually received, but

would  have done so had Mobley ever handed him the check.  A discussion ensued thereafter

in which Sams advised Mobley that the $26,00 0.00 payment would be insufficient to  satisfy

Mobley's  personal one hundred percent liability as a responsible officer of Debtor because

the sum outstan ding, includ ing penalties  and interest, w as approx imately $45,000.00.  When

Mobley learned this he apparently decided that he would not deliver the check to the Service

and Sams' testimony was uncontradicted that he did not receive or see check number 3171

during  that mee ting.  

On September 25, 1987, Mobley brought h is Certified Pu blic Accountant,

William Meehan, to meet with Sams to discuss the status of his and

Deb tor's  outstanding federal taxes.  At the meeting, Sams explained to the two of them why

the $26,000.00 sum would not be sufficient to retire the obligation.  Apparently there had

been a misunde rstanding on the part of M r. Moble y as to whether certain interest and
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penalties that accrued on the obligation would be abated if the principal amount of the tax

were paid.  In any event, Sams requested and received copies of letters from the Bankruptcy

Unit of the Internal Revenue Service outlining certain outstanding obligations of Debtor (C-

1) and the Sep tember 1 6 letter o f Debto r to Sams (C-2) .  

Sams had no further contact with Mobley, or anyone on behalf of Debtor,

until November 17, 1987, when Mobley again appeared in his o ffice, this time to file

personal tax returns for him self and his wife for the tax years 1984 and 1985.  These returns

showed balances due for the two years in excess of $11,000.00.  At that time, Mobley

delivered to Sams a C itizens and S outhern N ational Ban k official bank check, number

10906503, payable to the Internal Revenue Service in the amount of $26,823.22 bearing the

legend purchaser "C.P. B rown" (Exhib it C-5).  The endorsement on Mr. Brown's original

check dated September 10 (Exhibit C-3A) reads "used to purchase fed check #10906503".

It was stipulated that such an endorsement is a standard banking measure for tracing funds

used to purchase a bank check.  The Citizens and South ern Nation al Bank check, payable

to the Service in the amount of $26,823.22, was delivered to Sams, negotiated by the Internal

Revenue Service, cleared the bank, and the Service received value for it.  Thus, Mobley had

taken check 3171 to Citizens and Southern Bank and exchanged for a bank check made

payable to the same payee, the IRS, in the same amount.  The bank check d id not, however,

bear the notations, as set forth above, specifying the tax obligations that the check was

intende d to satis fy.  
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Mr. Sams testified that he applied the funds to the personal tax obligations

of Richard and Donna Mobley for tax years 1984 and 1985 that were evidenced by the

returns filed on November 17, 1987 .  This left slightly over $15,000.00 in unallocated funds

and Mr. Sams thereafter applied the ba lance of the  check to the first quarter 19 87 and fourth

quarter 1986 w ithholding tax obligations of First City Gro up, Ltd., the Mobley-created

holding comp any.  

Thus, notwithstanding the fact that the September 16 letter and notation on

check number 3171 of C. P. Brown required allocation of the $26,000.00 to the obligations

of Debtor, Sams applied the monies differently because the official bank check contained

no such limitation.  In addition, when Mobley and Sams discussed the allocation of these

funds, Mobley, whom Sams had alerted to the fact that a different allocation would better

serve Mobley's own interests at their initial meeting, told Sams that he could "apply the

funds as he saw fit."  Sams further testified that, at the time that Mobley tendered the bank

check, he did not realize that the amount shown on the bank che ck and the  one prev iously

tendered were iden tical.  He also testified that the notation that the purchaser of the official

bank check was C. P. Brown did not alert him to the fact that the funds might be coming

from the sam e source.  N evertheless, h e had in his  files a copy of Exhibits C-1 and C -2 in

which the amount of the tax being remitted and the requested allocation by Debtor had been

set forth in writing.  Sams expressed a high degree of suspicion over Mr. Mobley's actions,

having dealt with him for a considerable period of time in attempting to collect the
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obligations owed the United States, but apparently did not believe that the source of the

funds was any concern of the Service.  Nevertheless Sams was aware that Mobley had a dual

role as an individual taxpayer and as a corporate officer of a number of corporations whose

tax obligations to  the United  States were delinquent, based on  his prior dea lings with

Mob ley.  

After the check (Exhibit C-5) was forwarded for credit, Sams d id discover

that the amount was identical to the amoun t on the earlier c heck that had been re ferred to in

the September 16 letter.  Sams stated that he applied the funds to the individual tax

obligation of Mr. an d Mrs. M obley because  the funds w ere hande d to him

contemporaneously with the Mobleys filing "balance due" returns for the years 1984 and

1985.  In applying the fu nds in this ma nner rather than to Debtor's obligations, he also knew

that he wou ld not be ob ligated to open a separa te collection account.  Sams testified that he

applied the balance of the check to obligations of First City Group, Ltd., even though no

assessment had been levied against Mobley as responsible officer for the one hundred

percen t penalty.  

Based on this state  of facts, the Trustee challenges the manner in which the

funds were applied on a number of theories, as follows:

1)  Sams' allocation of the $26,823.22 was inappropriate given the
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fact that Sams was aware that the identical amount had been designated for

payment of Debtor's tax obligations, and, in fact, at the time of the

application of those funds, Sams had possession of copies of the check for

which the one received in November was replacement and the September

16, 1987, l etter which set forth the specific tax obligation, period and

amounts  to which those funds should be allocated.  In other words, de spite

the fact that there was n o designa tion on the check which was  ultimately

delivered, the Trustee contends that Sams was bound by the previous

designation which had be en part of his discussions with Mr. Mobley and

which were evidenced in his file.

2)  The Service's allocation, with the acquiescence of Mobley, of

these funds to the personal obligations of Mobley and to the obligations of

First City Group, Ltd., when the fund s were pro perty of Debto r's estate

constituted a fraudulen t transfer with in the meaning of 11 U.S.C. Section

548.  Accord ingly, Trustee may assert the existence of that fraudulent

transfer as a set off against the proof of claim of the Internal Revenue

Service notwithstanding the fact that the statute of limitations for bringing

Section  548 ac tions has expired.  

3) The transfer is subject to attack under applicable state law as
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found in the Uniform Commercial Code in that the United States does not

stand in the posture of the hold er in due co urse and that the transfer is

subject to rescission under O.C.G.A. 11-3-207.

The Trustee also  asserts entitleme nt to a set off of certain of the tax obligations.  Exhibit C-

10 sets forth the Trustee's contentions as to those which are secured, priority, unsecured or

subordina ted.  The United States does not concede the accuracy of Trustee's spreadsheet

analysis, but in the absence of any proof to the contrary and based upon the reasons that

follow, I find that it accu rately reflects Deb tor's tax obligations.  F irst, included in the

obligations which are claimed in the Service's proof of claim, are 941 taxes for the second

quarter of 1981 in the a mount  of $2,183.72 even though Exhibit C-7 shows that on

September 30, 1981, the Service sent Debtor a bill which showed for the p revious quarter,

that is the second quarter of 1981 , an  ove rpaymen t of  Debtor's 941 tax o bligat ion .  Similarly,

for the fourth quarter of 1981 the Service claims a total of $5,127.90 in tax, penalty and

interest for section 941 obligations when Exhibit C-8 reveals that on December 3l, 1981, the

Service sent Debtor a statement showing an overpayment of tax deposits for that period of

nearly $2,0 00.00.  

Mr. Sams attempted to exp lain these disc repancies in  his testimony.  He

testified that although those statemen ts were in fact rendered by the Service, there had been

correcting entries in February of 1984 whereby monies previously credited to Debtor were
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debited, and the credit was transferred to Sa vannah F ast Freight resulting in the net tax

liabilities claimed by the Service in its proof of claim.  Sams testimony was to the effect that

ordinarily such a reverse transaction occurs at the request of the taxpayer who discovers that

monies have been remitted with an improper form or account number or have otherwise been

credited to the wrong account.  While this may be a fairly common occurrence, Mr. Sams

did not participate in the reversal of the previo us credit that w as given to D ebtor nor in

crediting it to one of M obley's other close ly held corporations and the refore is unable to

testify by firsthand knowledge whether the transfer of the credit was made at the request of

Debtor, Mobley, or Savannah Fast Freight.  Moreover, Sams had no indication on the

business records in his custody at the time of the hearing of the reason for the reversal and

reallocation of these credits.

The Internal Revenue Service con tends that it acted in good  faith in

receiving payments and applying them to various non-debtor taxpayer accounts, and that it

would  work an injustice at this late date if the Court rules that payments, as previously

applied by the IRS, must be re-credited to the Debtor's tax liabilities.  The IRS also contends

that it would have great difficulty, if not otherwise be statutorily barred, from asserting a

right of recovery against the taxpayers who ha ve benefitted  from the applications previously

made.
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CONCLUSIONS OF LAW

The Internal Revenue Service acknowledges that it  received a c ashier's

check from Richard E. Mobley on Nov ember 17 , 1987, in the  amount o f $26,823 .22 (Exhib it

"C-5").  Thus, the p rimary issue before the Cou rt is whether or not the IRS was authorized,

under all of the surrounding circumstances, to apply the proceeds of said chec k to personal

tax liabilities of Mobley and his wife, and the balance to corporate tax obligations of First

City Group, Limited, a corporation of which Mobley was an officer.  Because I agree with

the Trustee that the IRS' application of the proceeds to Mobley's personal tax obligations

constitutes a fraudulen t transfer under section 54 8 of the Ba nkruptcy Code that is

recoverab le from the IRS, it is unnecessary to address Trustee's alternative theories of

recove ry. 

Fraudulent Transfer

A threshold question under section 548 is whether or not Trustee's use of

section 548 as a defense or offset to the IRS ' claim is time-barred.  An action or proceeding

under 11 U.S.C. Section 548 may not be commenced after two (2) years from the

appointment of the Trustee under 11 U.S.C. Sec tion 702.  See 11 U.S.C . §546(a).  It is

conceded that the Trustee did not bring or fraudulent transfer action within the two (2) year

limitation set forth in 11 U.S.C. Section  546.  How ever, the Trustee asserts that 11 U.S.C.

Section 546 presc ribes a two-year limit only with regard to proceedings initiated by the

Trustee, and Trustee asserts that Section 546 does not bar defensive reliance on the Trustee 's
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avoidance powers beyond the two-year limit.  The Court agrees with Trustee's contention

that the two-year limitation set forth in 11 U.S.C. Section 546 for the commencement of

avoidance actions does not bar de fensive reliance on the T rustee's avoidance pow ers

pursuant to an objec tion to claim based upon 11 U.S .C. § 502(d ).  "§ 546(a) is lim ited to

proceeding initiated by a trustee; the section does not bar defensive reliance on the trustee's

avoiding powers outside the two-year time limit.  Thus, even if the Trustee's objection was

not timely under § 546(a), he could still raise the issue arguing that the claim must be

disallowed pursuant to 11 U.S.C. § 502(d)."  In re Octagon Roofing, 156 B.R. 214, 219

(Bankr. N.D.Ill. 1993) (quoting in part In re Coan, 96 B.R. 828, 831  (Bankr. N.D.Ill. 1989)).

See also In re Stoecker, 143 B .R. 118 , 127-28 (Ban kr. N.D .Ill. 1992) , aff'd in part and

reversed on other grounds, 143 B.R. 879 (N .D. Ill. 1992).

One of the Tru stee 's duties is to examine proofs of claim and object to the

allowance of any claim that is improper if a purpose would be served.  11 U.S.C. §704(5).

Bankruptcy Rule 3007 requires that an objection to the allowability of a claim be in writing

and a copy thereof m ailed to the claimant.  Bankruptcy Rule 9014 prescribes the procedures

for contested matters not otherwise provided for in the Rules.  An objection to claim is a

contested matter within  the meaning of Bankruptcy Rule 9014.  Bankruptcy Rule 3007 does

not set forth a time period within which the Trustee must object to the allowance of a claim.

A cut-off date w ould be ina ppropriate in  many instances , for it is not generally known until

well into the administration of a case whether any purpose would be served by reviewing
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and objecting to claims, based upon a determination that there will be a fund available for

distribution of a dividend.

The filing of a proof of claim itself, from a p rocedural s tandpoint, is

tantamount to the filing of a complaint in a civil a ction.  See Nortex Trading Corp. v.

Newfie ld, 311 F.2d 163, 164  (2nd  Cir. 1 962).  The Tru stee 's formal objec tion to the claim

is considered to be the answer to the claim if one treats the claim as a  compla int.  See L.

King, 3 Collier on Bankruptcy, ¶ 502.01[03] (15th ed. 1991).  Because the Trustee is not

seeking an affirmative judgment and reco very from the IRS, but, rather, is seeking to a ssert

affirmative defenses, including the defense of fraudulent transfer, the two-year limitation

contained in Section 546 is inapplicable, and the Trustee's objections to claim 17 are,

therefore, not time-barred.

Section 54 8 of the Co de provides in pertinen t part:

(a)  The trustee may avoid any transfer of an interest o f the debtor in
property . . . that was made . . . within one year before  the date of the filing
of the petition, if the debtor voluntarily or involuntarily--

(1)  made such transfer . . . with actual intent to hinder,
delay or defraud any entity to which the debtor was or
became, on or after the date that such transfer was made .
. . indebted; or

(2) (A)  received less than  a reasonab ly equivalent valu e in
exchang e for such transfer or oblig ation; and
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    (B) (i) was insolvent on the date that such transfer was
made . . . or became insolvent as a result of such transfer
. . . 

11 U.S.C. §54 8(a) (emphasis added ).

The Court finds that the $26,823.22 payment received by the IRS on

November 17, 1987, was, in fact, property of Debtor, which had been borrowed by Debtor,

through its president, Mobley, in order to pay specific tax obligations owed by Debtor to the

IRS.  The Chapter 7 involuntary petition was filed against Debtor in this case on December

2, 1987, and the Order for relief was entered thereon on December 29, 1987.  Brown's check,

and the loan transaction out of which it arose, occurred on September 10, 1987, and the IRS

admitted receiving the cashier's check, which had been exchanged for Brown's check, on

November 17, 1987.  Accord ingly, the cashier's check proce eds, which  were property of the

Debtor, were transferred within one year before the date of the filing of the petition, either

voluntarily or invo luntarily, by Richard E . Mob ley, then pre sident o f Debto r.  

Under subsection (a)(1) of section 548, the Trustee must prove that the

transfer was made "with actual intent to hinder, delay or defraud" an entity to which the

debtor was indebted.  It is evident from  the exhibits  that Debtor borrowed the money from

Brown for the specific purpose of paying identified tax obligations of Deb tor.  Exhibit "C-2"

is signed by Mobley, as president of the Debtor, and he knew the purpose for which the loan
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from Brown  was mad e.  Brown was a g uarantor of  the corpora te obligations of the Debtor

and, upon payment of his guaranty obligation to First Bank of Savannah, took an assignment

of the bank's n otes and collate ral due f rom Debtor. See Exhibit "C-6(a)" at page 5.  Brown

was allowed to and, in fact, did file a proof of claim in the Chapter 7 case for the amount of

the First Bank  of Savannah assign ed obligations in the principal sum of $180,000 .00.  Mr.

Brow n was , therefo re, both  before  and afte r this transfer, a creditor with in the meaning of

11 U.S.C. Section 548(a)(1).  Misapplication of the $26,823.22 loan proceeds to non-debtor

liabilities would necessarily result in an increase in governmental tax liabilities entitled to

participate  in a dividend, with priority ove r Brown 's unsecured  indebtedness, which

misapplication would hinder and delay Mr. Brown, who was, at all times material hereto,

a creditor  of the D ebtor.  Thus, there is no plausible explanation for Debtor's (i.e., Mobley

as its president) intent in misapplying the funds other than an ac tual intent to harm Mr.

Brown.  Accordingly, I find that the Trustee has established an actual intent on the part of

Debto r under  11 U.S .C. Sec tion 548(a)(1) .  

Furthermore, I find that the Debtor received less than a reasonab ly

equivalent value in exchange for the transfer of these funds.  Debtor in fact received no

value for the transfer.  The payment of individual tax  obligations o f Mob ley and corporate

obligations of a non-d ebtor comp any resulted in no  benefit to D ebtor.  Base d upon the

amount of the allowed claims in this case, and the Trustee's representations  as to the

available  fund for pa yment of a divide nd, the De btor was in solvent at the time of the
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transfer, or became insolvent as a result thereof.  The IRS offered no evidence to rebut the

Trustee' showing on this matte r.  

I further find that the IRS c annot asse rt a good faith  defense pursuant to  11

U.S.C. Section 548(c) based upon the finding of this Court that the IRS, as transferee, did

not give value to the debtor in exchange for such transfer.  Based upon all of the evidence,

no benefit was given to Debtor as a result of the $26,823.22 transfer, all funds having been

applied to non-debtor liabilities of either Mobley, individually, or non -debtor corporate

liabilities of othe r entities.  A ccordin gly, I conclude that the November 17, 1987 payment

to the IR S is avo idable u nder 11  U.S.C . Section  548(a) (1) and  (a)(2). 

This conclusion does not, however, completely resolve this issue because

the United States contends  that, even if the  transaction is  voidable under section 548, it can

not be held liable for the transfer under section 550 of the Bankruptcy Code.  This argument

is without merit because the Trustee is proceeding under 11 U.S.C. Section 502(d), which

provides that "the court shall disallow any claim of any entity from w hich property is

recoverab le under section . . . 550 . . . or that is a transferee of a transfer avoidable under

section . . . 548 . . ."  11 U .S.C. § 502 (d).  Thus, ev en if the United States were correct in its

assertion that it is not liable under section 550, section 502(d) nevertheless d ictates that its

claim, at least to the extent of the avoidable transfer, be disallowed because it is clearly the

transferee of a transfer wh ich is avoidable  under s ection 5 48.  See e.g., In re Octagon
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Roofing, 156 B .R. at 219. 

Moreover, even assuming that section 550 were applicable to this action,

this section does not shield the United States from liability.  Section 550 governs the liability

of a party who holds property that was transferred to it as part of a  transaction w hich is

voidable  under certa in provisions of the Code, including  section 548 .  In relevant part, it

provides: 

(a) Except as otherwise provided in this section, to the exten t that a transfer
is avoided unde r section  . . .548, . .  . of this title, the trustee may recover, for
the benefit of the estate, the property transferred, or, if the court so orders,
the value of such prop erty, from--

(1) the initial transferee of such transfer or the
entity for whose benefit such transfer was
made; or

(2) any immediate o r mediate transferee of such
initial transferee.

(b) The trustee may not recover under section (a)(2) of this section from-
(1) a transferee that takes for value, including

satisfaction or securing of a present or
antecedent debt, in good faith, and without
knowledge of the voidab ility of the transfer
avoided . . .

11 U.S.C. § 550.  Thus, sub section (a) of  section 550  sets forth the basic rule that the trustee

may recover from either the initial transferee (i.e., the party that takes directly from the



1 Section 550(b)(2) also creates an exception for any transferee that takes from a transferee that qualifies

und er sectio n 55 0(b)(1 ), but this  exce ption is  not at iss ue in th e pres ent ca se. 
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debtor), or any immediate or mediate transferee (i.e., a party who takes from the initial

transferee).  Subsection (b), however, creates an exception for im mediate or m ediate

transferees only, so that when such a  transferee tak es the property for value, in good faith,

and without knowledge of the vo idability of the transfer, the trustee is precluded from

recovering from the transferee,1 even if the value is not given to  the deb tor.  

Thus, the thresho ld question in th is case is who, between Mobley and the

IRS, is the "in itial transferee."   If the IRS is found to be the initial transferee, then the safe

harbor of section 550(b)(1) is not available to it.  If, on the other hand, Mobley was the

initial transferee, then the IRS w ould be an immed iate transferee eligible for protection

under s ection 5 50(b)(1 ). 

Citing In re Auto-Pak, Inc., 73 B.R. 52 (D.D.C. 1987), the United States

contends that, when Mobley exchanged check number 3171 for the bank check, he became

the initial transfere e of the check from D ebtor.  The refore, acco rding to the United States,

when the IRS took the bank check from Mobley, it was an immediate tran sferee entitled to

protection under section 550(b)(1) because took for value, in good faith and without

know ledge o f the sou rce of the check.   
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In Auto-Pak, the owner of the two corporations, A uto-Pak, Inc., and  Stern

Chemica l, Inc., had taken an Auto-Pak check payable to the IRS to a bank, and exchanged

it for a cashier's check that was payable to the IRS in the same amount. The owner then

wrote on the cashier's ch eck "Re:  Stern Chemical 8309 Period" and mailed it to the IRS.

The IRS applied the funds from the check to certain tax debts of Stern Chem ical.  Soon

thereafter, Auto-Pak filed a petition under Chapter 7, and the Trustee brought an action

seeking to set aside the transfer of Auto-Pak funds to the IRS as a voidable transfer under

section 548.

The district court first concluded that the IRS, was an immediate  or mediate

transferee under section 550(a)(2), rather than the "initial transferee" under section

550(a)(1).  In re Auto-Pak, Inc., 73 B.R. at 54.  In reaching this conclusion, the court

reasoned that, in having the Auto-Pak check issued to him, exchanging it at the bank for a

cash ier's  check, and then writing the name of his other company on the check, the owner

"essentially took control of the fund s und erlying the  cash ier's  check and negotiated them on

behalf of Stern Chemical and to the benefit of the Internal Revenue Service.  He thereby

created at least one mediate transferee - himself or Stern Chemical - and insulated the IRS

from the fraudulent conveyance."  Id.  The court then held that the IRS was shielded from

liability as a mediate transferee under section 550(b)(1) because "[t]he service took for value

(that is Stern Chemica l's payroll tax debt), in good faith  and without any knowledge of the

voidability of the transfer."  Id.
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Auto-Pak is factually distinguishable from this case because the

maker/remitter or both checks was the same - C.P. Brown.  Th e funds were part of the

proceeds from a loan, made by a C.P. Brown to the Debtor.  No transfer occurred when the

C.P. Brown check, payable to the IRS, was exchanged for a cashier's check showing C.P.

Brown as remitter and  the IRS as  payee.  All that occurred was tha t uncertified funds were

certified , so that the payee w ould be  assured  that the check w as honored on  presen tment. 

Moreover, the Eleventh Circuit has held that, in de termining w hether a pa rty

exercised sufficient control over funds to be considered a "transferee" under section 550,

"courts [should] step back and evalu ate a transactio n in its entirety to make su re that their

conclusions are logical and equitable."  In re Chase and Sanborn Corp., 848 F.2d 1196, 1199

(11th Cir. 1988) .  The Sev enth Circu it has adopted a more specific benchmark for

determining when a party is a "transferee":

[W]e think the minimum requirement of status as a
"transferee" is dominion over the money or other asset, the
right to put the money to one's own purposes.  When A
gives a check to B as agent for C, then C is the "initial
transferee"; the agent may be disregarded.

Bonded Financial Services v. European Amer. Bank, 838 F .2d 890 , 893 (7th Cir. 1988).
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Looking at this transaction as a whole, it is clea r that Mo bley was not a

transferee as the term is used in section 550.  Mobley held no legal interest in the check

number 3171.  He was not the payor, the payee, a holder in due course, or even a holder

of the check, as these terms are defined in Georgia's Co mm ercia l Code.  See O.C.G.A.

§§11-1-201(20), 11-3-30 2, 11- 3-40 1.  Alth oug h the check  was  the pro perty o f a

corporation which Mobley owned, Mobley had absolutely no personal interest in the

check and no legal right to pu t the p roceeds from  the ch eck to  his pe rson al use .  No r did

he take "dominion" over it as the corporate officer in Auto-Pak did.   He held the check

only as an agent of the Debtor.  Accordingly, no "transfer" occurred until the check was

presented for paym ent.  It was at that instant that debtor's property, the proceeds of the

loan from  Bro wn , were debited from Brown's account and credited directly to the IRS.

The funds were never in the hands of any transferee other than the IRS, and the IRS is thus

the in itial tran sfere e of th e fun ds.  

The initial transferee has no protection under Section 550 (a)(1 ) but is  held

strictly  liable to  the es tate if it receives debtor's property and fails to give credit to the

debtor.  This is as it should be.  A subsequent (immediate or mediate) transferee has had

no fa ce-to -face d ealing s with  deb tor an d righ tfully is p rotec ted if  acting in good faith so

long as value is given to its non-debtor transferor.  The clearest example is a collecting

bank or a sub sequ ent p urchaser of real estate.  So long as it gives value to its transferor

and is unaware of any fraud in the earlier transaction it should be and is protected by
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Section 550(b).  Th e initial transferee, dealing directly with the debtor, how ever , is strictly

liable  unless it gives value, not to any entity, but to the debtor.  Here, the IRS was such an

initial tr ans feree , and  is the refo re stri ctly a ccounta ble u nde r Section  550 (a)(1 ). 

Subordination of Tax Penalties

The Trustee also contends that the penalties shown on the IRS' proof of

claim, whether listed as "secured" or no t, are subordin ated to  a fou rth pr iority p ursu ant to

11 U.S.C. Section  726(a)(4).   Based upon the representations of the Trustee at the hearing,

it appears that there will not be su fficient fu nds  to pay ge nera l unse cured creditors  in full,

and accordingly, any allowed amount for pen alties w ill not, in  all likelih ood , particip ate

in a div idend from the estate .  The  IRS  con tends that the amount shown as a "secured"

penalty, at the minimum, should be entitled to secured status and  paid in full.  The Co urt

disagrees with  this co nten tion and sustain s the T rustee 's obje ction  with regard to the

subordination of the IR S pe nalties  to fourth priority.  The wording of 11 U.S.C. Section

726(a)(4) (fou rth priority) is clear:

(a)  Exc ept as p rovid ed in se ction 5 10 o f this title,
property of the es tate shall be distributed--

(4)  fourth, in payment o f any  allow ed cla im,
whether secured or unsecured, for any . . .  p ena lty . . .
arising before the earlier of the order for relief or the
appointment of a trustee, to the extent that such  . . .
pen alty . . . [is] not compensation for such pecu niary loss
suffer ed b y the  hold er of such  claim .
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11 U .S.C. §726(a)(4 ) (empha sis added).

Penalties, whether secured or u nsecured, are  subordina ted in a Chap ter 7

case pursuant to this provision.  Accordingly, the amount of the penalties which this C ourt

subsequ ently  allows , wh ethe r secured  or n ot, is subo rdin ated  pur suant to  11 U .S.C .

Section 726 (a)(4).

Other Tax Credits Due

The Trustee tendered into evidence, without objection, Exhibits "C-7" and

"C-8", which are copies of IRS generated tax overpayment notices.  Exhibit "C-7", for the

Form  941  pay roll taxes  for th e pe riod  end ing S eptemb er 30 , 198 1, showed an

overpayment from the previous quarter (2nd q uarter 1981) of $125 .97.  Exhibit "C-8",

reflecting an overpayment for the Form 941 taxes for the fourth quarter of 1981, showed

an overpayment of $1,950.86.  Mr. Sams testified that the $1,950.86 overpayment for the

four th quarter 1981 was subsequently applied to the fourth quarter 1981 employment tax

account of Savannah Fast Freight, Inc.  This Court finds that the IRS has not sa tisfied its

burden to explain why these  ove rpay men ts were reversed and the funds reapplied to non-

deb tor accounts .  Accord ingly, the  Debtor 's second, third and fourth quarter 1981 F orm

941 payroll taxes are to be considered paid in full, based upon the evidence presented by

the Trustee and not rebutted by the IRS.  The $71.99 overpayment shown on Exhibit "C-
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7" was no t add ressed at the hea ring, a nd th e Co urt, the refore , concludes tha t the es tate

sho uld n ot be  entitle d to a n ad ditional s et-o ff of $ 71.9 9.  

As further support for the contention by the Trustee that the Debtor had

paid  the se con d qu arter 1 981  and  four th qu arter 1 981  pay roll tax es in fu ll, as reflected on

Exh ibits "C-7" and  "C-8", the Co urt notes that Exhibit "C-2", prepared by the Debtor on

Sep tember 16, 1987, does no t attempt to apply any paymen t to those quarters.

Additionally, Exhibits "C-1", prepared by a tax technician for the IRS, likewise shows a

zero  "tax"  oblig ation  for the  seco nd a nd fo urth  quarters of 1981, although some interest

and pen alties a re no ted th ereo n.  S ince  this C our t has  con clud ed th at the  Tru stee's

objections with regard to the second and fourth quarter 1981 tax payments are sustainable,

interest and  pen alties rela ted to  said q uarte rs w ill likew ise be  eliminated in the C our t's

analy sis of th e allow ed am oun t of the  IRS  claim .

Overstated Interest and Penalties

The Trustee further contends that by virtue of the failure of the IRS to give

cred it again st its claim  for the  Bro wn  cash ier's ch eck p roceeds, and th e other credits

above-stated, the am oun t of the  IRS  proo f of claim  is ove rstated  as to  interest and penalties

which accrued on  the inflated balances.  Since the C ourt has concluded that certain  cred its

are due the estate, an adjustment of interest and penalties is appropriate.  Other than the

allocation made by the IRS for penalties and interest shown on the "secured" portion of
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the IRS' proof of claim, the remaining penalties listed, in the amount of $13,07 7.48, are

not itemized o n the  proo f of claim  and the Court, therefore, cannot precisely allocate the

penalties to specific quarterly payroll tax obligations.  However, the Court can utilize

Exh ibit "C-1" as a guide in estimating what those penalties were or should have been,

since the IRS letter identified as Exhibit "C-1" was dated May 12, 1987, wh ich is with in

a few months of the petition date.

For the second quarter 1981 , Exhibit "C-1" shows no penalty.  For the

four th quarter 1981, Exhibit "C-1" shows a penalty of $1,626.69.  The Court finds that the

penalties on the IRS' proof of claim should be reduced by the amount of $1,626.69, which

is related to the  four th qu arter 1 981  pay roll tax obligation of the Debtor, since Exhibit "C-

8" shows the tax w as overpaid as of the time Exhibit "C-8" was prepared by the IRS.

Because the penalties allowed are otherwise subordinated pursuant to 11 U.S.C. Section

726(a)(4) and in all likelihood will not be paid, any further attempt to allocate penalties

will serve no useful purpose.

Because the Court has concluded that the second quarter 1981 and the

four th quarter 1981 taxes were overpaid by the Debtor and that the IRS was not justified

in shifting those paym ents, the Court  also finds that any amounts listed on the IRS' proof

of claim as interest or principal for the second and fourth quarters of 1981 must be

eliminated.  Accord ingly , interes t show n for  the secon d qu arter 1 981  ($2,1 83.7 2), as w ell
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as principal ($1,608 .10) and interest ($1,89 3.13) for the fourth q uarter 198 1, are to be

eliminate d fro m th e allo wed am oun t of the IR S' cla im.  

Because I have concluded that the  Bro wn  cash ier's ch eck p roceeds, in  the

amount of $26,823.22, should have been applied by the IRS to the respective tax liabilities

indicated on Exhibit "C-2", the secured portion of the IRS' proof of claim shall be reduced

by $7,053.26 (first quarter 1983 tax liability) , and  the S ection  507 (a)(7 ) prio rity portion

of its claim  shall be reduced by $19,766.20 (for the second, third and fourth quarters of

1983, for the first and fourth quarters of 1984 and for the FUTA tax for 1985), and the

general unsecured portion of its claim shall be reduced by the am oun t of $3.76 (for the

1983 FUTA tax).  The 1983 FUTA  tax is a general unsecured claim, without priority,

since it was more than three years past due at the time of the filing of the Chapter 7

involuntary  petition, and, therefore, is not entitled to priority pursuant to 11 U.S.C. Section

507(a)(7)(D ).

The only  remaining argument of the Trustee, with regard to overpayment

of interest and pena lties, conc erns th e effect the reon o f a timely credit by the IRS of the

Brown cashier's check proceeds when received on November 17, 1987.  How ever, since

the Debtor's petition was filed on December 2, 1987, only fifteen days after the IRS

received the payment, and based upon the statements of the Trustee at the hear ing, it

wo uld appear that any attempt to recalculate the interest and penalties for this brief period
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of time would not be in the interest of judicial economy.  The Court will, therefore, not

attemp t such r ecalcu lation un der the  princip al of de minimus non curat lex.

Application of the One Hundred Percent Penalty Payment

The Trustee lastly contends that the seizure by the IRS of the personal

income tax refund due Elton and Virginia Mobley in the amount of $3,818.00, and

application thereof to their assessed one hundred percent p enalty , as form er co rpor ate

officers of Debtor (Exhibit "C-9"), should be allowed as an o ff-set a gain st the  Debtor 's

withholding tax obligations for the first quarter 1984 in a like amount.  How ever, as

prev iously  stated abov e, the one hundred percent penalty is technically an independent

liability  of the responsible officer pursuant to 26 U.S.C. Section 6672(a).  Although the

IRS customarily collects the full tax only once, either from the employer or the respons ible

person, nothing in the text of Section 6672(a) prevents the Comm issioner of Internal

Revenue from  collec ting b oth the taxes withheld from the employer and the penalty from

the resp ons ible p erso n.  See e.g., Lev it v. Ing erso ll Ran d Fin ancial Corp. (In re Deprizo

Constru ction  Co .), 874 F.2d 1186, 1191 (7th Cir. 1989).  Since the tax refund seized by

the IRS was  the individual property of Elton and Virginia Mobley, and not the D ebto r, I

decline to ho ld tha t the es tate is entitled to credit for this personal refund so applied by the

IRS.

Conclusion



29

The proo f of claim  of the  IRS  can b e bro ken  dow n into  its four respective

compon ents, namely, Secured, Section 507(a)(7) priority, General Unsecured and Section

726(a)(4) penalties, as follows:

T A X /P E R IO D SECURED

PRIORITY

§507(a)(7)

G E N E R A L

UNSECURED

PENALTIES

§726(A)(4) TOTA LS

1-Q/83 (941)  (p) $7,053.26

(i) $6,335.77 $3,213.96

2-Q/81 (941) (i) $2,183.72

4-Q/81 (941) (p) $1,608.10

(i) $1,893.13

2-Q/83 (941) (p) $7,397.85

(i) $6,753.46

3-Q/83 (941) (p) $3,460.54

(i) $6,028.18

4-Q/83 (941) (p) $996.84

(i) $3,334.15

1-Q/84 (941) (p) $7,600.44

(i) $4,588.42

4-Q/84 (941) (p) $115.00

(i) $232.35

1-Q/85 (941) (i) $104.50

1983  FUTA

(940)

(p) $153.36

(i) $94.13

1985  FUTA

(940)

(p) $109.20

(i) $20.83

Other Grouped

Penalties $13,077.48
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Totals per

P/C #17 $13,389.03 $46,426.71 $247.49 $16,291.44 $76,354.67

Based on the foregoing, said proof of claim is to be reduced by the amount

of the Brown cashier's check ($26,823.22) for the respective taxes as shown on Exhibit

"C-2."  Additionally, the IRS proof of claim  must be reduced by the amount of any second

quarter 1981 and fourth quarter 1981 payroll tax oblig ations shown thereon, the same

having been foun d to have b een paid in acco rdance with Exhibits "C-7" and "C -8" (See

Exh ibits "C-1 " for th e $1 ,626 .69 p enalty  allocated for the fourth quarter 1981 tax

obligation).  Further, the overpayment of $1,950.86 shown on Exhibit "C-8" must be

deducted from the amount of the IRS  prior ity claim , since  this amount was applied by the

IRS to non-debtor liabilities without authority.

O R D E R

Pursuant to the foregoing Findings of Fact and Conclusions of Law, IT  IS

THE ORDER  OF THIS CO URT that Claim number 17 of the Internal Revenue Service

is allowed in the reduced amount of $40,268.95, with the respective priorities indicated

below:
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T A X /P E R IO D SECURED

PRIORITY

§507(a)(7)

G E N E R A L

UNSECURED

PENALTIES

§726(A)(4) TOTA LS

Totals for

Proo f of C laim

#17

$13,389.03 $46,426.71 $247.49 $16,291.44 $76,354.67

Cashier's Check

Applied per

Exh ibit C-2 <7,053.26> <19,766.20> <3.76> <26,823.22>

2nd Qtr./'81

Ov erpaid

per IRS Notice

Exh ibit C-7 <2,183.72> <2,183.72>

4th Qtr./ '81

Ov erpaid

per IRS Notice

Exh ibits

C-8 a nd C -1

<1,608.10>

<1,893.13> <1,626.69> <5,127.92>

Overpayment

shown on

Exb . C-8

Mis applie d to

Non-Debtor

Ac coun ts

<1,950.86> <1,950.86>

Allo wed  Claim

of  IRS $6,335.77 $19,024.70 $243.73 $14,664.75 $40,628.95

                                                        

Lamar W . Davis, Jr.
United States Bankruptcy Judge

Dated at S avan nah , Geo rgia

This        day of June, 1994.


